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WHEN YOUR TAX RETURN IS QUESTIONED
(This is a speech outline which covers the same subjects
as the attached speech text. You may find that your
delivery is more spontaneous and convincing if you speak
from an outline instead of reading a text. The figures
to the left in parentheses indicate minutes you might
spend on each topic and thus cover all important points
in about 25 minutes.)
Introduction.

If your tax return is questioned you have a problem, but
not necessarily a severe one.
How is your return selected for audit?

All returns receive a preliminary check for mathematical
accuracy.

Some returns are selected on the basis of their dollar
size.

Others are selected because they contain questionable
items.
But a number of returns are selected merely as a spot
check:

to find unreported income.
to discourage those who would deduct more than they
should.

to help assure taxpayers that the tax law is
applied equitably.
Your meeting with the IRS agent.
It may take place in the local IRS office or your business
office.

You will discuss your return with the agent informally.

The agent's questions may involve differences of judgment.
He may ask you to present proof or clarification of
deductions.
He will probably propose an adjustment to your tax.

- 2 You can accept or reject the agent’s proposed adjustment,
but...
•You can't bargain with him on the amount of the
total assessment.

.Don't get encouraged by the large settlements
you read about.

.The government settles with taxpayers much as a
businessman would settle with his debtors.

(6)

Should you accept the adjustment proposed by the agent?
How strong are the arguments on either side?

It would cost you additional interest if you lose at
a later date.
At a higher level, other parts of your return may be
questioned and additional adjustments proposed.

You can take your case to the next level in the IRS
procedures, to...
.an informal conference in the Audit Division
of the District Director's office. And then
still higher to...

.the Appellate Division.

You can be represented at each of these informal meetings.

(2)

You can take your case beyond the Appellate Division.
Before going any further, you should consult an attorney.

The alternatives that are available to you.
Closing remarks.

Pattern Speech

WHEN YOUR TAX RETURN IS QUESTIONED

Not too many years ago, the government was send

ing us invitations to help defend the country from its
aggressors.

At that time, any letter from the government

was viewed with some apprehension, or at least the skip of
a heart beat or two.

There is another invitation from the

government that can be almost equally disturbing, and that

is the invitation to bring yourself and your tax records
down to the local Internal Revenue Service office for an

audit.

In the next few minutes, I hope to take the edge

off of any alarm you may suffer by explaining just what

you can expect if your tax return is questioned.
Let’s be realistic.

If you receive a request

to appear for an audit of your tax return, you have a
problem.

There is a very good chance that it is going

to cost you some money in the form of a tax deficiency...
but that’s all.

Don’t assume that you have been put in

the class of Al Capone or some other tax evader.

Don’t

make plans to skip the country or go into hiding.

Unless

you know that you have deliberately evaded your tax

liability or have perpetrated a fraud, the worst you should
expect is the possible pain of having to pay some additional

tax with interest...and even this isn’t necessarily so.

An understanding of the reasons behind the
selection of your return for examination, may help to place
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the problem into a reasonable perspective.

Put yourself

in the shoes of Dana Latham, Commissioner of Internal
Revenue.

From the information he has at hand, he estimated

recently that several billion dollars of revenue go unHe wants to collect as much of this

collected each year.

unpaid tax as possible, but he has just so many men on his

staff with which to do it.

He knows that only a very small

percentage of the returns filed each year can be adequately

audited.

With the aid of machines, every return is checked

for mathematical accuracy.

If the figuring on a return is

incorrect, the taxpayer automatically receives a refund

for his overpayment or a bill for the shortage.

After this

routine check, some returns are selected for a closer look.

With the ability to audit only a few returns and
the need to collect a great deal of additional tax, it might

seem sensible to select returns that are likely to contain

sizable deficiencies -- for example, returns involving

large dollar amounts or questionable deductions.
extent, returns are selected on this basis.

is much more to it.

To some

However, there

Looking at a return may suggest that

an excessive amount has been deducted in one area or another,
but it is hardly likely to indicate areas in which income
has not been recorded.

And there are several particular

areas in which it is believed that income goes unreported

each year.
Studies have been made which indicate that there

is a gap between the amount of dividends paid by corporations
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and the amount of dividends reported as income.

Similar

gaps appear in the reporting of interest earnings.

Much

of this is probably carelessness on the part of the tax
payer rather than dishonesty, but nevertheless, the revenue

loss is thought to be quite substantial.

There is no pat

way to select a return on the basis of income possibly being
unreported.

But, as you can see, the Internal Revenue

Service cannot restrict itself merely to returns where a
lot of money or questionable deductions are involved.
There is still another problem that must concern

the Commissioner, and that is the problem of taxpayer
With a tax system based on voluntary assessment,

morality.

he must be assured that everybody is assessing themselves
completely.

On the subject of taxes, there are many so-

called "experts”.

I am sure that many of you have been

exposed to the friend who will advise that you’re safe on
medical expenses up to 8 per cent, or that you can get
away with charitable contributions up to 6 per cent.

His

point usually is that the Internal Revenue Service never
questions deductions below these percentages.

represent averages.

That they

Within these limits, you are told,

you can deduct all you want.
This kind of reasoning is not only untrue, but
dangerous.

It poses a serious threat to the continued

effectiveness of our tax system.

What if every taxpayer

were to start going beyond his legitimate deductions, safe
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in the knowledge that his return would never be questioned?

The revenue loss to the government would run into billions.

Cheating would

Tax rates would have to be increased.

increase, and pretty soon the whole tax structure would
collapse.
Commissioner Latham is concerned about this

problem.

The job of the Internal Revenue Service goes

beyond the collection of unpaid taxes.

Although the

Service is not responsible for the inherent equitability

of the tax law, it must ensure the equitability of the
application of the law.

For this reason, the IRS will check

a number of returns that do not involve large amounts of

money and do not contain any questionable deductions, so
that no taxpayer can feel that he is free from examination.

This check, and the conscience of the taxpayer are the only
effective deterrents to a general decay of the tax system.

The

day is not too far off when every return can be checked

and cross-checked against state, city, corporate, bank
and other records by electronic machine, but that day hasn’t

arrived yet.

Where do you stand, then?

Let’s say that you have

received a request that you appear for an audit.

Barring

a deliberate attempt to evade tax, it could be that your
return was selected because of its dollar size, or because

it contains large deductions, or because it just happened to
be a return selected on a spot check.

In other words, there

may be nothing apparently wrong with it at all.

Should you
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worry?

Yes, you should, for the audit may cost you some

money.

But if you have prepared your return honestly,

your worries should be at a minimum.
Actually, the audit examination may take place

in either the local IRS office or in your business office.

However, regardless of where it takes place, you should
keep in mind that this first meeting is very informal.

Except for obvious errors or apparent fraud,
the questions likely to be raised by the agent may involve

differences of judgment with respect to such items as

depreciation, amounts of allowable expenses or deductions,
valuation of inventories, allocation of income or costs
between years, and so on.

However, some of the questions

may involve the presentation of proof or clarification of
For example, you may have claimed a

a deduction claimed.

substantial amount for charitable contributions.

The

agent feels that the amount is somewhat higher than is

usual for a man of your income, and would like to see
something to support or clarify the items you have listed.

When I say, "somewhat higher than usual," your

mind may swing back to the so-called "safe percentages" I

mentioned earlier.

There are some figures on the average

amount deducted in various categories for each income group.

These figures have been compiled and published in magazines.
For example, the average taxpayer in 1956 with an income
of $9,000 deducted about $299 for contributions and $368

for medical expenses.

If, in 1956, your income was $9,000
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and you deducted $600 for contributions and $800 for

medical expenses, and if your return was audited, the
Internal Revenue Agent would almost certainly have asked

you for verification of the amounts claimed.

But keep

this in mind -- even if your deductions are well below

the average in your income group, you may still be asked
to support them.
To get back to the audit examination, the return

is being discussed with a revenue agent.
and you have yours.

He has his opinion

But at the end of the discussion, the

agent will sum up his opinions in the form of a verbal
proposal that an adjustment be made to your tax return, if

he feels such an adjustment is justified.

He will indicate

any additional tax or deficiency he has calculated, and will

ask that you agree to the assessment of the deficiency by
signing a form provided by the IRS.

force any final judgment on you.

However, he cannot

You can either accept or

reject the adjustment he proposes.

You have further recourse

to appeal.

There is a point here that isn't covered by any

law, and that is your attitude.

You can approach this meeting

with polite reserve or with antagonism.
not likely to do any good for you.

But antagonism is

The agent is not trying

to "stick" you with any additional tax.

He only wishes to

make sure that you are paying the correct amount of tax that

you owe
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Another point to consider is that you can’t
bargain with the agent on the amount of your total deficiency.

Sure, you might argue with the agent about how much you

You might bicker over how much was

deducted for expenses.

spent to entertain customers and how much was actually

You and the agent will

spent on entertaining yourself.

probably agree on the amount that can be proven as having

been spent for business purposes.

goes.

But this is as far as it

You can’t arrive at a new tax and then settle for,

say, 50 or 60 per cent.

Don’t get encouraged by the big

settlements you read about in the papers.

The government

is in some ways very like a business, and many of you in

the audience are businessmen.

For example, what would you

do if one of your debtors moved out of the country and left
limited assets behind?

to bear on him.

You can’t bring any law enforcement

So what would you do — stick doggedly by

the full amount he owes?

I doubt it.

If you apply good

business sense to the situation you would settle for as

much as you could get and forget about the rest.

Again,

suppose that your claim against the debtor is not as good

as you first thought.

Wouldn’t you try to settle for as

much as possible rather than gamble on losing it all.

These

are the kind of problems that face the government, and the
government handles them much as a businessman would do.
On the other side of the coin, say that your

debtor was in the country, had assets, could be brought to
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court, and you had a good claim.

It is hardly likely that

you would settle for anything less than the full amount
he owed you.

And this is exactly the position you are in

when you discuss your tax return with the agent.

So let’s

not bargain about how much we are willing to pay, once
we have conceded the accuracy of the agent’s findings.

Now, should you accept or reject the adjustments
proposed by the agent?

There are several things you should

consider before reaching a decision.

Perhaps the most

important is the comparative strength or weakness of the
arguments for adjustment.

If the agent has presented a

fairly strong case, a case that can be expected to stand

up even if‘ it were put before a court, you would probably
be better off to accept the adjustment right away and thus

limit the period for which interest can be charged on the

deficiency.

However, if you are firm in your belief that

your tax return, as it stands, is complete and accurate,

you may wish to take the matter further.

interest in mind.
interest.

But keep the

If you win your argument, there is no

But if you lose, then the later you lose the

greater the interest.

Another thought...it could be that

the agent did not examine closely every aspect of your
return.

If you take the discussions to a higher level,

other parts of the return may be challenged and additional
adjustments proposed.
In the great majority of cases, the taxpayer

and the agent reach agreement at this earliest stage. But,
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for the sake of this talk, let’s assume your beliefs are

strong enough that you wish to take the matter further.

The agent will give you a brief statement showing his
proposed adjustments.
You can now take your case to the next level

in the procedures established by the Internal Revenue
Service for settling questioned returns with a minimum of
You can ask for an informal conference

time and expense.

in the Audit Division of the District Director’s office.
This conference will be similar to your earlier discussions

with the agent.

An adjustment to your return will be pro

posed, and again you can either accept it or reject it.

The conference will be with the examining agent’s supervisor.

However, if you wish, someone else may be requested to
handle this informal conference.

After you have been notified of the results of
the informal conference, you may decide that you wish to go

still further, up to the third plateau...the Appellate
Division.

To do this, it is necessary to file a document

known as a protest.

This is a statement of your side of

the case, and why you think you are right.

The objective

of the Appellate Division is still to reach a settlement
by consent of both parties, and the proceedings are still
informal.

However, in another respect, your hearings before

this division will be different from your meeting with the
agent and at the informal conference with the agent’s group
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supervisor.

The discussion is with another unit of the

Service, and a fresh viewpoint is usually obtained.

Appellate Division can settle cases.

The

Depending on the
I

strength of the Internal Revenue Service’s case, the
Appellate Division may suggest that the entire deficiency
be paid by the taxpayer, or that the IRS and the taxpayer

agree to settle on some amount less than the proposed
deficiency.

In all of these meetings, starting with the
first conference with the revenue agent, a taxpayer may
appear in his own behalf.

If, as most people do, he wishes

to be represented by someone more familiar with the

procedures, he can ask the practitioner who prepared his

return and signed it as such.
enrolled

Unless the practitioner is

to practice before the Treasury Department, he

can represent you only at the meetings with the revenue
agent.

He can’t represent you at the informal conference

with the agent’s supervisor or at the Appellate Division.
If a corporate return is involved, the preparer can represent

you with the agent only if he also prepared the returns for the
officers or stockholders and is representing them.

Otherwise,

you must choose a person who has been formally enrolled to
practice before the Internal Revenue Service.

Your CPA or

attorney is usually qualified.
Remember, the tax is on income.

Income is

determined by accounting, and accounting is not an exact
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science.

The tax due on business income, therefore,

cannot be determined with mathematical precision.

Recognizing

that no law or set of rules can be laid down which will
cover the accounting treatment of income in complete detail,

Congress has provided that in most cases taxable income is
to be determined in accordance with the method of accounting

used by the taxpayer for business purposes.

Since, on a

business return, your discussions with the agent may center
around the methods of accounting you use, and since there

is a possibility that the discussions may result in your

having to pay additional tax, it usually pays to have your
professional advice right there with you, where it can do

you the most good.

At each stage I have described, you have the
option to accept or reject the proposed adjustments.

How

ever, your decision must be made within certain time limits.
You are notified of the limits as you go along.

Failure to

decide within the alloted time can result in the additional

tax being assessed and a bill being sent to you for the

amount.

However, where necessary, you can probably get

some additional time to make your decision.

The progressive steps provided by the Treasury
for the settling of differences between taxpayers and the

Internal Revenue Service on just how much tax should be paid
— from the first individual conferences up through the
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Appellate Division — are not in any sense judicial pro
ceedings.

The cases are not presented to a third party
People sit

for judgment. They are consent proceedings.

The objective

around a table and try to reach an agreement.

is to arrive at a settlement acceptable to both the govern
ment and the taxpayer.

No partial or tentative agreement

reached in this way is binding on either the taxpayer or the

government if the case is later taken into court.

If the

case does eventually go to court, the argument starts afresh...
from the beginning.

If you decide that you want to take your case
beyond the three discussion levels provided by the Treasury

Department, your return will be counted among the fraction
of one per cent of all returns filed each year which involve
a controversy that cannot be settled at one of the levels.

You will have several courses open to you.

going further, you should consult a lawyer.

However, before

One alternative

is to pay the tax in full which the government claims you
owe, and then sue the government for a refund.

This means

’’taking your case to court” — specifically to any Federal

District Court, where the case can be presented to a judge

and jury, or to the Court of Claims.
Another alternative is to take your case to the

Tax Court.

This has the advantage that you needn’t pay the

tax until your case is lost.

However, there may be other

factors involved in making a decision as to the proper
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procedure.

We have now covered the area of administrative
procedures for settling your questioned tax return.

I

hope I have convinced a few of you at least that having

your tax return questioned is not the worst thing that
can happen.

